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ON E of the most important uses of certified financial statements, because 
of the number of individuals involved, is 
that of using them in connection with pub-
lished advertisements of securities. A l -
most every large metropolitan newspaper 
contains, daily, advertisements offering for 
sale securities of a certain corporation, or 
corporations, in which it is stated that 
the earnings over a certain period, as 
certified by public accountants, were so 
much. Such a statement is important 
from the standpoint of the corporation, 
the bankers, the accountants, and the 
general public, which is the prospective 
purchaser of the securities. 
Because of the widespread character of 
investments and of the difficulty of ob-
taining first-hand information concerning 
the financial condition of issuing com-
panies, investors necessarily have had to 
depend, to a great extent, upon certified 
financial statements for information con-
cerning the financial condition and earning 
experience of corporations. Bankers, in 
turn, also depend upon certified public 
accountants to furnish true statements of 
the earnings over some past number of 
years, together with the present financial 
condition. In publishing security offer-
ings, the bankers naturally place the re-
sponsibility for the accuracy of the state-
ment of earnings and the statement of 
financial condition upon the accountants. 
This perhaps is as it should be, if the 
accountants have made the necessary 
examination to enable them to assume the 
responsibility, since they are best fitted to 
furnish such information, and since pro-
spective investors place considerable 
reliance upon the auditors' statements. 
For use in security offerings, the state-
ment of net earnings is probably more im-
portant than a statement of financial con-
dition, since the investor is greatly in-
terested in the assurance of a regular and 
sufficient return on his investment. No 
matter how strong the financial condition 
of an organization may be, the investor 
usually is not interested if the record of 
earnings has not been good. It is im-
portant then that the earnings be stated 
correctly, since investors may be badly 
misled if they are not. Earnings pre-
sumably will be stated correctly if they are 
certified by responsible accountants, pro-
vided misstatements are not made in the 
offering sheet concerning such certification 
or the accountants' responsibility may 
not be misinterpreted because of loose 
language used in describing the extent and 
character of their work. 
Probably the most usual statement made 
in advertisements of bonds is: "The net 
earnings, after deducting all charges, in-
cluding depreciation, but before interest 
and Federal income tax, as certified by 
public accountants, were as follows". 
This statement concerning the certification 
of earnings probably is the simplest pos-
sible since it involves a certification of past 
earnings and expenses without any adjust-
ments. There are seldom misstatements 
of earnings in security offerings of this 
kind, and seldom misinterpretations con-
cerning the auditor's work. 
However, in cases of financing reorgani-
zations and mergers, it is often desired to 
show the net earnings after excluding cer-
tain expenses which it is believed or known 
will be eliminated from future operations. 
Such adjustments are perfectly legitimate 
if the amount and nature of the non-
recurring charges, and by whom they were 
determined, are clearly stated in the 
security circular. Accountants frequently 
are unwilling to certify to earnings after 
eliminating non-recurring charges. Secu-
rity advertisements stating net earnings 
after eliminating non-recurring charges fre-
quently are misleading, because they fail 
to show the amount or nature of expenses 
eliminated, and because they often give 
the impression that the accountants have 
certified to the adjustments, whereas, 
in reality, the management has made the 
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adjustment for non-recurring expenses. 
A survey of 122 security offering sheets 
stating net earnings after eliminating non-
recurring items shows that 64 of them did 
not mention the amount of the charges 
eliminated, and 86 of the offerings did not 
show the character of the charges elimi-
nated. When it is considered that in the 
case of one offering sheet non-recurring 
charges amounted to $235,736.28, as com-
pared with adjusted net earnings of $410,-
656.62, and in another to $126,693.57, as 
compared with adjusted net earnings of 
$182,317.71, and that the non-recurring 
charges might be for a reduction in in-
terest rate in the refinancing securities, or 
might be due to more or less indefinite 
estimates of savings resulting from more 
economical purchasing, or some other 
undeterminable economies, the importance 
to the investor of bringing out clearly and 
distinctly the nature and amount of the 
eliminated charges is evident. 
The New York Stock Exchange requires 
that any advertisement of securities pub-
lished by one of its members which shows 
net earnings after adjustment for non-
recurring charges shall state clearly what 
such adjustments amounted to or averaged. 
This is a noteworthy requirement as far as 
it goes. It would be much more complete 
if it required that the character of the 
charge be shown, so that the investor could 
see or judge whether the charges eliminated 
were ones which safely could be eliminated 
or were ones which depended for elimina-
tion upon the judgment of the manage-
ment. Moreover, while the New York 
Stock Exchange requires that the amount. 
be shown by its members, there are 
numerous security advertisements pub-
lished by non-members which do not show 
the amount. When the amount is not 
stated, for all the investor may know, the 
net earnings shown may be created almost 
entirely by the elimination of the so-called 
non-recurring charges. 
There is another practice used in showing 
net earnings after non-recurring charges 
which perhaps is even more objectionable 
because it is more an error of commission 
than omission. It involves a misstatement 
of the auditor's certification of earnings, 
or at least a description of his certification 
so loosely worded that it is misleading to 
the average reader. Too often the state-
ment is made in security circulars: "Con-
solidated net earnings, after provision for 
depreciation and all charges except in-
terest and income taxes, and after eliminat-
ing certain non-recurring charges, as cer-
tified by certified public accountants, were 
as follows", when in reality the accountants 
had only certified to the earnings before 
eliminating non-recurring charges, and the 
management had estimated and deducted 
such charges. How much better it would 
be in such cases, for all concerned, to state 
the earnings as follows: "Consolidated net 
earnings, after all charges, including depre-
ciation, but before income taxes, as certi-
fied by certified public accountants, ad-
justed by the management to reflect 
economies resulting from the substitution 
of management salaries for the with-
drawals of former proprietors, estimated to 
average $25,000 per annum, and the cal-
culation of income taxes after such adjust-
ment, are as follows". 
Often the misstatement of the account-
ant's responsibility for elimination of non-
recurring charges is not intentional, but is 
due to a careless wording of the security 
advertisement, or a failure on the part 
of the management to realize the im-
portance of differentiating between the 
certified earnings and the estimated elimi-
nations. Such errors can be eliminated if 
the accountants require that proofs of all 
advertisements bearing their names be 
submitted to them for approval, and by 
requiring that any adjustments for which 
they are not responsible be shown clearly 
to have been made by the management or 
some one other than themselves. 
The accountant's sphere of responsi-
bility embraces only a record of past opera-
tions or present condition. It does not in-
clude a forecast of future operations. A 
statement of net earnings after elimination 
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of non-recurring charges involves a forecast 
of future expenses, which as a rule makes it 
impossible for the accountant to certify 
to it without qualification. However, 
there are certain changes in amounts of 
future charges which result automatically 
from reorganization, refinancing, merger, 
or some other fundamental change, and 
which are not subject to the judgment of 
the management, such as— 
(a) Substitution of a 5% bond issue 
for a previous issue bearing interest at 6%. 
(b) Substitution of a rental charge 
under a new lease, in lieu of depreciation, 
insurance, and taxes. 
(c) Discontinuance of a former depart-
ment, operating unit, or company. 
Such changes, because they are definite 
and determinable, can be certified by 
public accountants, subject, of course, to 
the taking place of the fundamental 
changes upon which they are based. But, 
even in cases where the nature of the non-
recurring charges makes it possible to 
certify to net earnings which have been 
adjusted for non-recurring items, account-
ants should not do so without stating the 
character and amounts, or the yearly 
average, of the items to which effect has 
been given. On the other hand, in cases 
involving non-recurring charges which are 
dependent upon the estimates or the 
judgment of the management, the ac-
countant cannot conscientiously certify, 
except with qualification and a state-
ment of the amounts involved, to net 
earnings after giving effect to such non-
recurring charges. 
